ASSESSING CAPITAL VALUES FOR THE PERIODIC REVIEW 



A consultation paper on the framework for reflecting reasonable returns on capital 
in price limits 
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PREFACE 



1 The Director General of Water Services will be setting revised price limits for 
the appointed water, and water and sewerage companies in England and Wales 
in July 1994. The purpose of this paper is to set out, for consultation, a 
framework for incorporating the return on capital into the process by which 
he will reach his decisions at the Periodic Review. Although other factors 
will also be relevant in taking decisions on the price limits for individual 
companies, it is important for both companies, shareholders, creditors and 
customers that this framework should be clear and should be understood. This 
should reduce uncertainty and hence regulatory risk. 

2 The Director welcomes comments on the paper, by 15 January . These issues 
should be resolved in sufficient time to ensure that the necessary information 
can be provided, and analysis carried out, before price limits are set. 
Companies will want to draw up their strategic business plans with a clear 
understanding of the approach Ofwat proposes to adopt to these issues in 
setting price limits. 



Office of Water Services 
Centre City Tower 
7 Hill Street 
Birmingham B5 4UA 

November 1992 



These comments will be placed in Ofwat's library, unless they are marked as being 
in confidence. 
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ASSESSING CAPITAL VALUES AT THE PERIODIC REVIEW 



FOREWORD BY THE DIRECTOR GENERAL OF WATER SERVICES 



Utilities in the UK are regulated on the basis of price limits. Profits are not 
themselves regulated, nor are price limits set on a simple cost-plus basis. The time 
frame for setting price limits is the medium term; the key decisions are taken at 

Periodic Reviews. 

This system of regulation combines protection for customers with incentives to 
companies. I believe that it offers the best method of regulating the prices of the 
water companies. Despite the size of the capital programme, resulting from new 
quality standards, other possible approaches to regulation seem less likely to achieve 
the best balance between service and price. 

If price limits are to be acceptable to water customers they must offer a fail deal 
for a fair price. I am concerned about the rising level of water and sewerage bills to 
meet higher quality standards, and have set out the prospects for future bills in Cost 
of Quality (1992). At the Periodic Review, I will want to set price limits which give 
companies incentives to meet agreed compliance and service standards at the lowest 

cost. 

Companies face different costs, especially because of differences in operating 
environments such as those arising from geography, geology and climate, and because 
of the scale of the investment programme needed to meet obligations on water 
quality. Price limits must bear some relationship to the costs necessarily incurred to 
meet obligations. But the relationship should not be a mechanical one. In par ticular, 
companies who are shown to be less efficient will be set tighter price limits. It will 
be assumed that they will be able to achieve a greater increase in efficiency than 
the generality of companies. Where companies offer a better quality service they 
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should be able to charge a higher price than if the service is below expectations - 
and vice-versa. 

The Water Act requires me to act in the way I consider ’best calculated ... to secure 
that companies are able (in particular, by securing reasonable returns on their 
capital) to finance the proper carrying out of [their] ... functions’. The reference to 
a reasonable return on capital is unique in the privatisation statutes and I need to 
consider how best to discharge this duty. 

I have already published a consultation paper on the Cost of Capital (1991). The 
paper elicited a number of interesting responses from the City and elsewhere, 
including a well researched paper from the two Trade Associations. I will take those 
responses into account when weighing the evidence at the time I set K factors at the 
Periodic Review in 1994. 

This paper marks the second stage in consultation on these issues. The present paper 
is not concerned with numbers, but rather with the way in which cost of capital 
numbers and the issue of key financial ratios are incorporated into an accounting 
framework, in particular the specification of the capital base to which the 
’reasonable return’ would be applied. 

Three issues arise in this context. 

i) The approach to establishing capital values at a Periodic Review. This was 
dealt with by the Secretaries of State in 1989 by considering an initial value 
of the then water authorities, which was incorporated, together with future 
cash flows, in the K setting process. Five years after privatisation this 
approach is much less relevant, particularly given the availability of market 
evidence on company values. 

ii) When price limits are set, they may include some advancement of price 
increases compared with what would be necessary to ensure a satisfactory 
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rate of return over the life of the assets. This may be necessary to enable 
companies to demonstrate satisfactory financial ratios when approaching the 
capital markets for funds to finance their capital programmes. Unless 
companies are to earn an unjustifiably high rate of return over the life of the 
assets involved, any such advancement would need to be taken into account in 
setting price limits at subsequent reviews. 

iii) New obligations have been imposed on the water companies since 1989, 

notably in respect of the Urban Waste Water Directive and the removal of 
pesticides from drinking water. Except where the implications of these new 
obligations up to 1995 are dealt with by the interim determination mechanism, 
these new obligations will be logged up to be dealt with at the Periodic 
Review. 

The consultation paper sets out possible ways of handling these three issues so that 
they can be properly reflected in the determination of K factors at the Periodic 
Review. Following consultation on the issues exposed in this paper, the accounting 
implications will need to be considered in detail. 

I will publish a further consultation paper on the content and structure of the tariff 
basket arithmetic encapsulated within the K factors and the financing of additional 
demand for water and sewerage services. 

I believe that consultation on these issues should reduce regulatory uncertainty at 
the Periodic Review. Those concerned - the companies, shareholders, creditors and 
customers - will know how the issues will be handled. 



I C R Byatt 
November 1992 



m 
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1 



OBJECTIVES AND OVERALL FRAMEWORK 



Approach to the Periodic Review 

1 The Director has already* confirmed his support for a price-cap approach to 
regulation and set out his objectives for the Periodic Review. The main 
objectives are to involve customers; to focus on outputs; and to establish a 
stable regulatory regime in order to maximise the scope for incentives for 
efficiency. It is central to these objectives that the approach to setting price 
limits should have a medium term focus. 

2 Underpinning the setting of revised price limits at a Periodic Review are the 
statutory duties placed on the Director by the Water Industry Act 1991 . 

The Director is under a duty to act in the way best calculated to ensure that 
companies are able (in particular by securing reasonable returns on their 
capital) to finance their functions, and also to protect the interests of 
customers and to promote economy and efficiency. 

3 Given the scale of the capital programmes facing the water industry, it is 
natural that the financing of new capital expenditure should be of particular 
importance. But setting price caps for water companies is not simply a 
matter of looking at costs and allowing a return on capital in some 
mechanical way. Companies should clearly have enough revenue to maintain 
levels of output and earn a reasonable return, if they exhibit satisfactory 
levels of efficiency. But there are a number of judgements to be made at all 
stages of the process. Setting the price limits will need to reflect a range of 
factors, including for example the general quality of service. 



MD72, 3 March 1992. 

Amended by the Competition and Service (Utilities) Act 1992. 

1 



Printed image digitised by the University of Southampton Library Digitisation Unit 



The ’reasonable return on capital! 



4 The reference in the duties placed on the Director to a ’reasonable return on 
capital' is unique in the legislation covering regulated utilities in the UK. It 
is a reminder that, even under a system of price cap regulation, a rate of 
return on the capital base of each company is relevant when price limits are 
set at a Periodic Review. Between Periodic Reviews, the rate of return is 
primarily relevant in relation to any additional capital allowed for in an 
interim determination; higher (or lower) overall returns than expected when 
price limits were last set are not a reason for adjusting those limits at an 
interim determination. 

Scope and content of the consultation paper 

5 Although the Director will therefore need to make a number of judgments in 
setting revised price limits, an assessment of the reasonable return on capital 
for each company at the Periodic Review will be an important step in setting 
revised price limits. The Cost of Capital consultation paper issued last year 
set out the issues concerning the cost of capital number itself. The purpose 
of this paper is to consider the appropriate capital base to which this number 
can be applied. A number of different approaches are possible, and the merits 
of each - and the problems associated with them - need to be considered. 

6 The general aim is to establish a value for each company, to which the cost of 
capital can be applied, which properly reflects the capital attributable to 
investors and creditors. This involves, for example, taking a view about the 
handling of changes in expenditure plans from those anticipated, so that only 
expenditure properly incurred is rewarded, and ensuring that assets funded by 
customers (for example through contributions from third parties and 
infrastructure charges) are excluded from the asset base. This paper 
considers the case for making these, and other, adjustments. 
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7 Three key issues considered in this paper are the relevance of market values, 
as compared with book values of assets shown in regulatory accounts, and the 
extent to which current market evidence is used, rather than rolling forward 
values used when price limits were last set (section 3); the implications and 
handling of any advancement of price limits to achieve particular financial 
profiles (section 4); and the allowance for variations between expectations and 
outturn (section 5). 

8 The final section summarises the key issues on which the Director would 
particularly welcome comments. 

9 This consultation paper is one of a series. It does not cover all the issues 
related to K setting. It follows the paper on the Cost of Capital. A further 
paper will be issued covering a number of charging related issues which 
impact on the Periodic Review, in particular the content and structure of the 
tariff basket, and the financing of additional demand. It does not address the 
assessment of the appropriate service levels to be reflected in price limits, or 
the use of comparative measures to assess the relative performance of 
different companies. All these issues are, of course, also important elements 
in setting price limits. 



3 
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2 INITIAL K SETTING 

1 In setting price limits for the first time in 1989, the Secretaries of State 
adopted, essentially, a two stage process*. The approach was designed to 
ensure that companies would earn an appropriate return both on the value of 
existing assets at the time price limits were set and on future expenditure. 
Account was also taken of the likely financial profiles of the companies, and 
it was this that in the event was dominant in determining the levels of K, in 
particular for the first five years. 

2 This section reviews briefly these two stages, and identifies some of the 
issues that will need to be addressed by the Director in undertaking the 
comparable tasks in the Periodic Review. 

Ensuring reasonable returns over the life of assets 

3 In advance of flotation, the Secretaries of State had no market evidence for 
the capital value of the former water authorities . They therefore made 
an assessment of the value of the existing assets of the companies, 
based on the cash flows that they might have generated had the authorities 
remained in the public sector. This approach involved a number of important 
assumptions, and the resulting value was subject to a wide degree of 
uncertainty. 

4 The market capitalisation of companies since flotation gives the Director 



This two stage process is outlined in Appendix 3 to the NAO report on 'Sale of the 
Water Authorities in England and Wales', February 1992. 

Although the water only companies were already in the private sector, their shares 
were not frequently traded, and share prices were significantly influenced by 
takeovers in 1988 and 1989, so these did not provide useful comparators. 

Throughout this paper, the phrase 'existing assets' refers to those in existence at 
the start of the new regulatory regime; 'new assets' are those created since then. 
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evidence that was not available to the Secretaries of State. It provides a 
more direct measure of the value to which the ’reasonable return’ should be 
applied, although a number of adjustments may be required, as discussed later 
in this paper. 

5 Initial values were also assessed for the water only companies already in the 
private sector. There were, however, greater problems in establishing 
appropriate measures, and a range of values was taken into consideration. 

6 As well as providing a return on the assessed value of the companies, initial K 
values provided sufficient revenue to ensure that new capital expenditure 
earned an appropriate return. This was done by equating the present value of 

ajc 

revenues, using the chosen cost of capital , to the present value of future 
costs plus the initial value determined by the Secretaries of State. 

Financial profiles 

7 Having established the required quantum of revenue, in present value terms, 
the Secretaries of State then considered the profiling of that revenue through 
time. This was done in a way which ensured that key financial indicators 
were at levels which it was thought investors and creditors would find 
acceptable. These financial considerations led to some advancement of 
revenue, with K factors in many cases declining over the ten year period. 
Because the present value of revenue was unchanged by any such 
advancement, this implied returns above 7% in real terms in the earlier years 
and below 7% in later years. The implications of this for regulatory accounts 
and for subsequent Periodic Reviews were not set out at the time. 



A 7% real rate was used in the case of the water and sewerage companies with 
somewhat higher figures for the water only companies. 

Principally interest covers, dividend covers, and gearing, on an historical cost 
basis. 

5 
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8 



The Licence under which companies operate specifies that, for adjustments to 
price limits between Periodic Reviews, the Director should have regard to the 
levels, and trends over time, of a range of key indicators. Although there is 
no formal requirement for him to do the same at a Periodic Review, the duty 
to ensure that companies can ’finance their functions' clearly requires that 
financial indicators are such that companies are able to raise the necessary 
funds from investors and creditors. The Director would therefore also expect 
to have regard to a range of financial indicators in a way similar to initial K 
setting*. He is considering, in the light of comments on the Cost of Capital 
consultation paper, which are the most relevant indicators for the water 
industry. 

Differences between expectations and outturn 

9 In launching a new regulatory regime, the Secretaries of State set K factors 
by reference to expectations about the future. There was no need to have any 
regard to the past. At the Periodic Review, however, the Director will need 
to take some account of differences between expectations at the time of 
initial K setting and actual outturn. Only certain differences will be relevant: 
to give appropriate incentives, the focus should be on outputs, rather than 
inputs. It would not, for example, be sensible to seek to claw back 
retrospectively any savings which companies have made over and above the 
efficiency targets initially assumed. To do so would seriously weaken 
incentives to achieve further cost savings. But where companies had either 
failed to deliver the outputs assumed at initial K setting, or had delivered 
higher outputs to meet new legal obligations, account would need to be taken 
of this. 



In his statement of 8 August 1989, quoted in the Prospectus, the Director indicated 
that the Periodic Review would 'provide an opportunity for reviewing the 
available evidence ... on the performance (measured against suitable financial 
ratios) which it would be reasonable to expect'. 

6 
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Implications for the Periodic Review 

10 In setting price limits at the Periodic Review, the Director is minded to 
follow a similar approach to that adopted by the Secretaries of State. He will 
want to ensure that companies earn a reasonable return, over time, on 
existing assets and on new capital expenditure; and he will also need to 
consider the financial profiles of companies. As he indicated in his statement 
in the Prospectus, he will need to take a view of the appropriate return at the 
time of the Periodic Review, taking into account the factors outlined in last 
year’s consultation paper, the responses to it and the latest evidence of 
market conditions. 

1 1 There are, therefore, three principal sets of issues which the Director will 
need to consider which did not have to be addressed at initial K setting. 

These are: 

the use of market evidence on company values, both at the time of 
initial K setting and at the time of the Periodic Review; 

the accounting treatment of possible advancement of price limits to 
achieve satisfactory financial profiles; 

the handling of differences between expectations and outturn. 

12 These issues are considered in more detail in the following sections. 



7 
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3 BASES FOR ASSESSING CAPITAL VALUES 

1 Given the size of the capital programme for the water industry, the cost of 
financing new capital expenditure will clearly have a significant impact on 
price limits. This is reinforced by the statutory duty on the Director which 
refers specifically to securing reasonable terms on the companies’ capital. 

But setting price limits even for the water industry should not be seen as a 
mechanical exercise of determining costs and applying a cost of capital to a 
particular capital value. The Director will need to look at a range of measures 
and comparative assessments in reaching his conclusions. 

2 An assessment of the reasonable return for each company will nevertheless be 
an important input to the Director's decisions on revised price limits. This 
section considers possible approaches to determining the appropriate value to 
which the cost of capital can be applied, starting from market evidence and 
information in regulatory accounts. Sections 4 and 5 consider some possible 
adjustments to such values. 

The relevance of market values 



3 At initial K setting, the Secretaries of State had to make an assessment of 
the value of existing assets in establishing the overall return required by 
water companies. At the Periodic Review, the Director has some market 
evidence which can be used more directly, at least in the case of the water 
and sewerage companies. There are, nonetheless, a variety of ways in which 
these company values might be measured. 

4 Market evidence relates principally to the equity component of a company’s 
capital. But the reasonable return on capital needs to remunerate both 
investor and creditors. To determine the total value, the value of debt 
therefore has to be added (or any cash balances deducted). In principle, the 
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market value of debt should also be used; in practice, only book values are 
readily available. 

5 The proceeds from the sale of the water and sewerage companies were around 
£5.2 billion. In establishing the appropriate initial value for equity it is 
appropriate to make some allowance for the expected premium on flotation. 
One approach would be, as suggested in the NAO report, to consider the 
market capitalisation at the end of the first day*s trading. This was £6.1 
billion*. The handling of the cash injection of £1.5 billion is more 
problematic. On one view, it resulted in a permanent reduction in price 
limits, and should be regarded as a source of finance for new capital 
expenditure on which the company should not expect a return; on another, it 
merely changed the profile of charges, without affecting company value. 

6 Price limits set at the Periodic Review need to provide a return on new 
capital expenditure, as well as a return on the initial value of the companies. 
One basis for rolling the initial value forward to take account of new 
expenditure would be to take a more recent market value of equity. For 
example, at 31 March 1992, the market capitalisation of the water and 
sewerage companies was £7.5 billion, with net loans of £0.5 billion, giving a 
total value of about £8 billion. 

7 There are a number of reasons why a current market value might not be an 
appropriate basis for establishing the reasonable return. For example, market 
capitalisation will be affected by short and medium term fluctuations in share 
prices generally; and an adjustment would need to be made to reflect the 
contribution to share prices of the enterprise activities of water and sewerage 
companies. 



The NAO report indicates that the average premium, after adjustments for general 
movements in share prices, was 8.7%, within the 10% target set by the Department. 

9 
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8 An alternative approach would therefore be to roll the initial value forward to 
take account of subsequent capital expenditure which properly adds to 
company value. If it was assumed, for example, that customers met, on a 
year by year basis, the costs of operating and maintaining the operating 
capability of existing assets, the increase in the company value relevant for 
price setting should reflect only capital expenditure for the enhancement of 
operating capability in line with the improvements in outputs that are part of 
the K ’contract'*. 

9 The effect of this approach would be to provide a measure of the value of the 
company which reflected both the initial market valuation of its assets and 
the additions which were appropriately to be remunerated through increases in 
price limits. In this way, expenditure to meet agreed outputs would be 
properly rewarded by a return which would cover the company's full cost of 
capital over the life of the assets. 

10 Clearly current market values and measures based on rolling forward initial 
values may diverge. In the longer term, however, they ought to move in a 
broadly similar way, provided that the Director had correctly assessed the 
cost of capital, that companies operated efficiently, and that investors 
properly understood the basis on which the reasonable return was assessed . 

Water only companies 

11 The comparable assessment of the values of water only companies is less 
obvious, since these companies were not floated and, in many cases, are not 
currently quoted or widely traded. There are therefore problems in 



The treatment of capital expenditure to meet increases in demand will be discussed 
in the forthcoming consultation paper on the content and structure of the tariff 
basket and the financing of additional demand. 

Put another way, the ratio between the 'book'value calculated on this basis and the 
market value, known as Tobin's q, should tend to one. 

10 
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interpreting available share price information, and alternative approaches may 
be required. The Director is considering this matter further in conjunction 
with those companies. 



Relationship with regulatory accounts 

12 In comparing any measure of company value which draws on market evidence, 
in the ways suggested above, with asset values in the regulatory accounts, a 
key issue will be the handling of the difference between initial market values 
and the Modern Equivalent Asset (MEA) value of existing assets of well over 
£100 billion. This MEA value is clearly not a useful measure of the value to 
which the reasonable return should be applied. One way of approaching this 
issue would be to treat the difference (at initial K setting) as an initial 
reserve to be applied against the MEA value. Such an approach has the merit 
that the same cost of capital can be applied in the accounts both to the initial 
value and to subsequent additions; for the purpose of showing customers the 
returns which companies are making on their capital, this seems preferable to 
approaches which would permanently need to show different rates of return on 
new and existing assets. 

Application 

13 Any measure of the ’capital' on which the reasonable return is to be 
calculated involves an element of judgement. Some of these judgements 
concern the establishment of the initial value, as described in this section; 
others involve the impact of considering financial profiles, discussed in 
section 4; and the handling of differences between expectations and outturns, 
considered in section 5. But in reaching his decisions on new price limits, the 
Director would expect to apply these judgements within a broad framework 
for determining the overall revenue requirement of a company which 
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essentially comprised the following elements: 

the cost of operating existing assets, and maintaining operating 
capability, taking appropriate account of comparative performance 
assessments; 

additional operating costs associated with capital expenditure provided 
for at initial K setting to enhance operating capability and any further 
agreed improvements in drinking water and environmental quality; 

a reasonable return on capital which remunerates the appropriate 
measure of the company’s value, including both the value of existing 
assets needed to maintain operating capability and the relevant 
element of new capital expenditure. 



As noted above, the treatment of capital expenditure to meet increases in demand 
will be discussed in a forthcoming consultation paper. 
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TAKING ACCOUNT OF FINANCIAL RATIOS 



1 Even where the future revenue stream meets the cost of providing an 
appropriate service level, including a reasonable return over the life of assets, 
price limits may need to be advanced as a result if considering the financial 
ratios which must be respected if companies are to be able to finance their 
functions. This is particularly the case where capital expenditure programmes 
are increasing quickly: there may be a limit to the amount of debt or equity 
financing from the market that can be achieved within acceptable ratios. 

2 The effect of advancing price limits would be to give a return higher than the 
average cost of capital in the earlier years and lower than the average cost of 
capital in the later years. If the reasonable return is to be achieved over the 
life of the assets concerned, so that, in the aggregate, customers are paying 
neither too much, nor too little, the extent to which capital expenditure was 
expected to be funded from such advancement of revenue needs to be 
established. Any such funding should be regarded as a source of finance, and 
not an addition to the company value on which the reasonable return is 
calculated . When price limits are reset, the advancement can then be 
unwound over time, provided financial ratios remain at acceptable levels. 

3 One way of assessing the effect of advancement at a Periodic Review would 
be to calculate an annual revenue requirement, on the basis set out in the 
previous section, which provided a reasonable return on the assessed value of 
the company each year, and compare this with the revenue allowed by the 
price limits actually set, after taking account of the need to satisfy certain 
financial ratios. 



This is analogous to the way in which assets funded directly by customers, through 
requisitioning, infrastructure charges or contributions from developers, are treated 
as sources of finance. 
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The Director considers that such an approach is consistent with, and required 
by, the duties placed on him. As a consequence, he believes it would be 
helpful, and increase transparency, if the impact of any advancement of 
revenue implied by the revised price limits set at the Periodic Review was 
clearly identified. 

5 Many companies were set K factors by the Secretaries of State which 

declined over time. It is unclear whether this implied an advancement of 
revenue as the Secretaries of State made assumptions about returns to 
shareholders and lenders over the next ten years which were somewhat higher 
than the longer term assumption used to assess the overall return to capital 
over this life of the assets. The Director will therefore need to judge whether 
initial price limits did imply advancement of revenue, and, if so, whether this 
should be addressed at the Periodic Review. 
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DIFFERENCES BETWEEN EXPECTATIONS AND OUTTURN 



1 There are a number of reasons why outturn may differ from expectations. 

The principal ones are changes in the planned level of outputs and differences 
in costs (either because of changes in efficiency or because general price 
movements were different from those expected). This section considers the 
extent to which such differences might be reflected in revised price limits, 
and the implications for monitoring between reviews. 

Changes in outputs 

2 The Director considers that the regulatory framework should concentrate on 
outputs rather than inputs. At the Periodic Review, he would therefore want 
to assess the extent to which companies have achieved the outputs that were 
agreed at initial K setting, and take account of any differences in determining 
the price limits for the next period. 

3 This approach applies to both compliance with improvements in quality 
standards and improved levels of service. Companies which provide a poor 
service to customers should expect to have lower price limits than those 
providing a service in line with customer expectations. 

4 Such differences must be allowed for in a way which is clearly understood, 
and is seen as being fair and even-handed across the industry. The basic 
approach would be to identify the extent to which there have been shortfalls 
or accelerations in achieving relevant outputs, to cost these using 
comparative information as appropriate, and to carry forward these savings or 
costs in the opening balance sheet for the start of the next K period. 

5 The principal factors which would need to be taken into account are changes 
in legal obligations (both new obligations placed on companies and the removal 
of earlier obligations, or slippage in achieving them). Increases in levels of 
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customer service above levels allowed for in price limits might also be logged 
up where there is a clear indication (for example from Market Plans) that 
customers are willing to pay for such improvements. The impact of failure to 
achieve levels of service targets could also, in principle, be logged up, but the 
impact is likely to be much smaller, and there are, in any case, practical 
difficulties of coverage and costing. 

6 Reflecting the Licence provisions on the handling of proceeds from land 

* 

sales , the Director also proposes that differences between revenue from 
land sales assumed at initial K setting and those actually achieved should also 
be logged up, subject to scrutiny to ensure they are valid. This would provide 
a simple starting point at the Periodic Review for the handling of subsequent 
land sales. It is consistent with the Director’s decision not to undertake a 
valuation of surplus land at the 1994 Periodic Review. 

7 Where companies have made explicit assumptions about the future direction 
of their charging policy, for example in extending metering, and the 
consequences for revenue have been reflected in price limits, the impact of 
changes from those assumptions may also need to be logged up. This will be 
discussed further in the forthcoming consultation paper on the tariff basket. 

8 Other items covered by relevant changes of circumstance, would, within the 
framework set out in MD72, be more properly regarded as general business 
risks, and would not therefore be logged up. This would, of course, have 
implications for the level of risk faced by companies, and could increase the 
cost of capital. But for the reasons set out in MD72, the Director believes 
that this cost is likely to be outweighed by the gain in incentives. 



The Licence provides that 50% of the difference between expected and actual land 
sales should be passed onto customers, with companies bearing the other 50%. 
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Monitoring achieved returns 



9 Achieved returns will differ from those expected at the time of initial K 
setting, or at a Periodic Review, for a number of reasons. Where the 
differences are because of changes in output levels, they would be dealt with 
as described above. Other differences could arise from levels of costs being 
different from those expected or levels of revenue being different. Unless 
indicative of future costs, such differences would not generally be a reason 
for adjusting the price limits for the next period that would otherwise be set. 

Implications for future price limits 

10 Where a company achieves planned outputs at a lower cost than anticipated, 
profits will be higher than expected. The rate of return will also be higher 
than expected. At the Periodic Review, the Director will need to consider 
how this should be reflected, if at all, in price limits for the next period. To 
preserve incentives, it would - subject to consideration of financial ratios - 
seem reasonable to phase out this excess return over a period, for example, up 
to the next Periodic Review. 
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6 



SUMMARY AND KEY ISSUES FOR CONSULTATION 



Basic approach 

1 The basic approach suggested in this paper for incorporating the Director’s 
duty of 'acting in a way he considers is best calculated to secure that 
companies can finance their functions, in particular by securing reasonable 
returns on their capital', into K setting is as follows: 

determining an appropriate value for each company to which an overall 
cost of capital could be applied. This might be based on initial market 
values plus additions to assets which enhance operating capability, in 
particular the cost of new obligations ; alternatively it might be 
based on current market values appropriately adjusted; 

determining a revenue requirement which covers operating costs, 
infrastructure renewals and current cost depreciation, and a reasonable 
return on this company value; 

considering whether this revenue requirement produces acceptable 
financial ratios, and, where it does not, advancing revenue; 

taking account of any such advancement of revenue and - subject to 
preserving satisfactory financial ratios - unwinding it over the life of 
the assets concerned to ensure that, over time, the reasonable return is 
still achieved; 

adjusting the opening position for the Review to take account of the 
difference between expected and actual outputs since price limits were 
last set; 



The financing of additional demand is not covered in this paper because the 
Director proposes to consult separately on this issue. 
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where companies have achieved higher than expected returns because 
of greater than expected efficiency, phasing out this return over a 
period. 

2 In determining the final price limits, the Director will need to exercise a 

range of judgements, and take account of a wide range of factors. It is not 
sufficient solely to establish costs and allow for a reasonable return on 
capital. 

Key issues 

How can market valuations at the time of initial K setting be used in 
establishing the value of existing assets to be remunerated through K? How 
could the practical difficulties in the case of the water only companies be 
overcome? 

Is it better to roll forward initial market values, allowing for capital 
expenditure in initial K setting and the logging up of shortfalls and agreed 
new obligations, or to adjust current market values? 

Is it accepted that a revenue requirement built up to cover operating costs, 
infrastructure renewals and current cost depreciation, and a reasonable return 
on the company value would, over time, ensure that investors and creditors 
earned a reasonable return? 

Is it appropriate to regard the advancement of revenue to satisfy the 
requirement of short-term financial criteria as a source of finance on which 
companies should not expect a return? 

Is it satisfactory to ’log up’ shortfalls and new obligations in the way 
described and ignore any differences between expectations and outturn in 
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respect of inputs which have not been dealt with through formal interim 
adjustments of K? 

Is it appropriate to ’log up’, in the years between 1990 and 1994 inclusive, the 
customers’ share of the difference between planned and actual land sales in 
order to switch to a mechanism for sharing between companies and customers 
which does not involve any declaration of surplus land at Periodic Reviews? 

Is some phasing out of higher than expected returns resulting from efficiency 
improvements appropriate? Is the period to the next Periodic Review a 
sensible one for this phasing? 
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